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| Introduction

I would like to thank you for giving me the opportunity to testify today about the antitrust
implications of strategic alliances both generally and in the aviation and telecommunications
industries in particular. As strategic alliances become increasingly more prevalent and vital to
global competitiveness, especially for airlines and telecommunications providers, it is important that
the antitrust enforcement agencies adopt a predictable, comprehensible, and reasonable framework
that will allow firms to remain competitive and provide improved services to consumers while
minimizing anticompetitive risks that accompany certain collaborative arrangements. My hope is
that this testimony will aid the Commission in adopting such a framework.

IL. Nature and Purpose of Strategic Alliances

The term “strategic alliance” is a widely-used but loosely-defined term that encompasses a
wide range of collaborative business activities. Strategic alliances may take any number of forms,
including minority equity investments, exclusive supply arrangements, joint research and
development, joint production, joint purchasing, and joint marketing through co-promotion, co-
branding and other similar arrangements. The Canadian Bureau of Competition, in its November
1995 policy statement on strategic alliances, therefore, defines strategic alliance broadly as including
“any form of inter-firm cooperative arrangement beyond contracts completed in the ordinary course
of business.”" However they are defined, what strategic alliances all have in common is their goal:
enabling the parties to use their complementary resources effectively to pursue strategic objectives.

In recent years, alliances have become increasingly popular. According to Securities Data
Corporation, the number of alliances has increased about 25% per year for the last decade.”> The
1992 annual survey of electronics industry CEOs produced by Ernst & Young in cooperation with
Electronic Business magazine noted that “Some eight out of ten electronics companies now have
alliances, and most CEOs are planning or negotiating new ones.” Individual companies are often
parties to multiple alliances. For example, IBM alone is reported to have more than 10,000
alliances.*



The growth of strategic alliances has spawned a large and growing body of literature in
management journals’ but has attracted little attention in either the industrial organizational
economics or antitrust law review literature. There have also been few litigated cases to date
involving strategic alliances as such, and to our knowledge there are no litigated cases using the term
as part of their substantive antitrust analysis. There have, however, been several recent Justice
Department investigations involving strategic alliances in the telecommunications and aviation
industries, two of which have resulted in consent decrees which I discuss in more detail below.

The management literature explains the growing popularity of strategic alliances as a
response to the greater need for cooperation to keep pace with increasingly complex technologies
and global markets. Arms-length dealings and open market transactions are often insufficient to
serve the needs of firms trying to stay competitive. Several factors in particular have contributed
to this greater need for cooperation:

1. Globalization. Competing in a global economy requires a much larger scale and
scope of operations. In addition, in many national markets, the presence of well-
entrenched local firms, different cost structures, local customs and preferences, and
restrictive national laws make it difficult for foreign firms to compete successfully.
Strategic alliances provide a way to achieve the scale and scope necessary to
compete globally and to overcome the many obstacles to global expansion.

2. Increasing economies of scale and scope. More generally, in more and more
industries, the scale and scope of the optimal-sized firm seems to be expanding
dramatically due to technological change. Again, strategic alliances provide a means
of competing on a much larger scale through a network of firms.

3. Specialization. At the same time as the economies of scale and scope in individual
markets increase, there is increased consciousness of the diseconomies of a large
firm trying to do everything itself. The current business school mantra is to
concentrate on your core competencies. This imperative drives firms to outsource
everything else and to form strategic alliances with the firms on whom they then
become dependent for strategically important functions.

4. Complexity. Many key technologies have grown so complex that few if any
companies can master them all, especially considering the risk involved. This drives
firms to look for partners who can provide the expertise they themselves lack.

5. Pace of technological change. R&D alliances are frequently a response to the need
to move quickly in rapidly changing markets. Alliances are flexible enough to adapt
to changing market conditions, have comparatively low entry and exit costs, and can
be abandoned if the market, or the technology, takes a different course.

6. Network effects. In technology-driven markets, network effects make it critical that
a firm capture the first mover advantage so that its technology becomes the industry
standard. Alliances between new technology firms and established manufacturers
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are often used as a way to get off the starting block more quickly in order to capture
these network effects.

All of these forces combine to drive companies in the direction of relying on other firms to
perform functions that are critical to their success or failure. This, in turn, confronts them with all
the problems Oliver Williamson identified in his ground-breaking work on transactions costs --
notably, bounded rationality and opportunism.® Firms are naturally reluctant to make investments
specific to arms-length transactions with another firm because the other firm may become
opportunistic and try to capture all of the gains from that investment.” The combination of
opportunism and bounded rationality makes arms-length contracting inefficient. In much the same
way that the creation of firms helps reduce transactions costs among individuals, strategic alliances
can reduce transactions costs among firms by aligning firms’ interests to reduce the chance of
opportunism and by eliminating the need to constantly negotiate new transactions in response to
complex and changing business conditions. Many strategic alliances accomplish this through
exclusivity and reciprocity agreements, and some alliances further cement the relationship through
joint ownership of productive assets or through equity investments in each other. As the
management literature makes clear, parties to strategic alliances rely more on the alignment of
economic incentives through these mechanisms, rather than on the legal enforceability of their
contracts, to assure success.

III.  Strategic Alliances in the Aviation and Telecommunications Industries

Some of the largest-scale strategic alliances are found in the aviation and
telecommunications industries, where they are being used to overcome antiquated nation-state
obstacles to the creation of global competitors. Among the barriers to competing in foreign
countries are limitations on foreign ownership, the presence of well-established local firms, different
cost structures, and varying local customs and preferences. At the same time, customers are
demanding integrated services that cross international lines.

A. Airlines

Since foreign ownership of domestic airlines is still limited by most countries,
alliances between airlines of different countries are necessary to develop more efficient international
networks of flights. The greatest benefits to consumers come from alliances between airlines with
end-to-end routes as opposed to overlapping routes. Typically, these alliances are largely
contractual and involve code sharing, coordination of routes and scheduling, integration of
marketing and advertising, joint product development, coordinated frequent flyer programs, and
other integration that will help increase network efficiency. In some cases, they may also involve
minority equity investments. Consumers stand to benefit from these alliances through reduced
layover times, simplified reservations and ticketing, and expanded and more consistent service.

Three recent examples of strategic alliances in the aviation industry serve to highlight
the antitrust issues likely to arise. The 1993 strategic alliance between Northwest Airlines and KLM
Royal Dutch Airlines involved two airlines that competed against each other on only two routes.®
The alliance brought together a major domestic carrier and the principal carrier in the Netherlands,
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allowing the airlines to provide more efficient service to transatlantic passengers whose destinations
require using both carriers.” The recently approved alliance between United and Lufthansa
presented a similar situation, but with carriers that had more extensive route coverage in their
respective markets.'” Because the potential for substantial efficiency gains from the alliances
outweighed the smaller risks of anticompetitive effects, the Department of Transportation granted
antitrust immunity to both alliances.'" By contrast, the proposed strategic alliance between British
Airways and American Airlines involves two airlines that directly compete against each other on
numerous routes. This alliance presents more significant anti-trust concerns, which are currently
under review both by the U.S. Department of Transportation and the European Commission.'?

B. Telecommunications

In telecommunications, as in aviation, alliances are necessary to provide seamless
global telecommunications service where local markets were historically closed to competition and
are still dominated by well-entrenched national telephone companies.”? Changes in technology and
the increasing need to transfer computer data have also stimulated demand for high-quality, global
telecommunications services. Alliances between service providers in different countries can help
ensure consistent and reliable international communications services that extend to previously
inaccessible markets. Domestically, alliances between telecommunications service providers and
other high-technology firms can stimulate the creation of full service, multimedia networks with
expanded capabilities. However, high barriers to entry in telecommunications markets increase
anticompetitive risks, particularly where one of the partners in an alliance has a dominant position
in its local market.

This point is well illustrated by the consent decrees the Justice Department negotiated
before clearing the British Telecom/MCI Communications and the Sprint/France Telecom/DB
Telekom telecommunications alliances.' Both involved the creation of a new jointly-owned entity
to provide international enhanced telecommunications services and minority equity investments by
the European partner(s) in the American carrier. (By contrast, the third major U.S. long distance
carrier, AT&T, has relied primarily on looser, contractual alliances to provide these services.) In
both cases, the Department feared that the vertical affiliations between a U.S. long distance provider
and the dominant telecommunications provider in another country would be likely to lessen
competition substantially in the U.S. market for seamless global telecommunications services. The
foreign carrier would gain the incentive and ability to favor the partnership and to disfavor other
competitors in the interconnections necessary to provide global service. The Department also
alleged that the alliance would give the U.S. company, through the foreign carrier, access to
competitively sensitive business information about its rivals that would increase the risk of price
collusion.

Both challenges were resolved with similar consent decrees. First, the decrees
imposed transparency requirements that required the joint ventures and the foreign carriers to
disclose the terms of their interconnection agreements. Second, the decrees required that the foreign
carriers provide other U.S. long distance companies nondiscriminatory access to their systems.
Third, the decrees included confidentiality requirements prohibiting the foreign carriers from
disclosing to their partners specified types of information about U.S. competitors.
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While these restrictions were appropriate in these cases, involving highly
concentrated markets in which the European alliance partners arguably had bottleneck monopoly
positions in their local markets, it would be dangerous to generalize beyond the particular
circumstances of those cases. Telecommunication markets are extremely dynamic and the major
European countries, as well as the United States, are making rapid progress in opening local
telecommunication markets to competition from both wire and wireless services.

IV.  Framework for Assessing the Legality of Strategic Alliances
A. Generally

As the telecommunications and aviation alliances just discussed illustrate, strategic
alliances, in many respects, are simply old wine in new bottles. Chairman Pitofsky and others have
long used the term “joint venture” broadly to embrace any collaborative agreement between actual
or potential competitors that lies between a cartel and a merger.”” So defined, the terms “joint
venture” and “strategic alliance” become virtually synonymous. Business executives and corporate
lawyers, however, think of joint ventures more narrowly; they generally view joint ventures as
limited to agreements that create a new and separate business entity under the joint control of
independent parent firms. Some states have adopted this narrower definition of the term “joint
venture” in their corporation laws,'® and even some antitrust commentators and courts have
followed this narrower usage.'’

Even under the broader definition of “joint venture,” another potential difference
between strategic alliances and joint ventures should be noted. As Chairman Pitofsky's definition
indicates, antitrust lawyers have traditionally used the term “joint venture” to describe horizontal
arrangements among actual or potential competitors. One survey found, by contrast, that nearly one-
half of all strategic alliances are vertical.'"® For example, firms that require a critical input often enter
into exclusive supply arrangements with a supplier to ensure supply stability, which they then
characterize as a strategic alliance. These primarily vertical strategic alliances generally should not
raise any serious antitrust concerns. Courts have long recognized that exclusive supply
arrangements can provide significant procompetitive benefits including supply assurance, protection
against price increases and long-term planning.' Exclusivity also serves to protect the parties from
free-riding, the risk of which otherwise would be a disincentive to the parties’ each investing their
own resources in developing a market for the product or service that is the subject of the alliance.
Like vertical mergers and vertical supply arrangements generally, purely vertical strategic alliances
should provoke enforcement attention only in very narrow circumstances.

Those strategic alliances that involve actual or potential competitors can be analyzed
using the same framework that the courts and the Commission have developed for joint ventures and
horizontal agreements generally. The first step is to determine whether an alliance is facially
anticompetitive. Ifthe “strategic alliance” label is a sham and the arrangement has no purpose other
than to restrict output or fix prices, then it may properly be treated as per se unlawful. If, as is
generally the case, the alliance is not facially anticompetitive, it should be evaluated under the rule
of reason.



The rule of reason looks at the anticompetitive effects of the alliance and balances
those effects against the procompetitive and efficiency justifications. Under the rule of reason as
traditionally applied by the courts, the agency has the initial burden of proving that the agreement
has or is likely to lessen competition.”® The agency can satisfy this burden by showing either proof
of anticompetitive effects such as a reduction in output or by establishing that the alliance will create
or facilitate the exercise of market power.?" If the agency meets this initial burden, then the burden
shifts to the parties to prove that the alliance has procompetitive benefits. Ifthe parties establish that
the alliance has procompetitive benefits, then the burden shifts back to the agency to show that the
alliance is not reasonably necessary to achieve the procompetitive benefits.”

Even if the alliance as a whole withstands scrutiny, courts may also examine
individual restraints embedded in the alliance. In doing so, courts apply the ancillary restraint
doctrine that originated with Judge Taft’s decision in Addyston Pipe.”> Under this doctrine, a
restraint will be upheld if it “is reasonable necessary . . . to the legitimate ends of the existing
partnership.”** If an individual restraint does not withstand scrutiny, the court may approve the
alliance subject to removal or modification of the unlawful restraint.

A speech last year by Acting Assistant Attorney General Joel Klein to the ABA’s
Antitrust Section has raised questions about the proper order of inquiry for those agreements which
are not per se invalid.” Although I am sure he did not intend it, the approach urged by the Acting
AAG could be misread to create a “guilty until proven innocent” presumption by suggesting that in
every case the Department will require challenged parties to show that their alliances will result in
bona fide procompetitive benefits. Under this approach, if the challenged party cannot show that
the arrangement is reasonably necessary to achieve the stated procompetitive objectives, the
agreement will be struck down even before looking at whether it poses any measurable
anticompetitive risks.

Read in this way, the Acting AAG’s approach is inconsistent with established case
law, including the Commission's 1996 decision in California Dental Association.*® The Supreme
Court’s decisions in NCAA and Indiana Federation provide good examples. In both cases, the Court
looked at the proffered procompetitive justifications for the alleged restraints only after first
concluding that they directly restrained output and/or raised price.”’ In applying NCAA and Indiana
Federation, the Second, Third, Ninth, Eleventh, and District of Columbia Circuits have all made this
allocation of the burden of proof explicit by requiring plaintiffs to prove that an alleged restraint has
or is likely to have real anticompetitive effects before examining the proffered procompetitive
justifications.”®

There are several sound reasons for proceeding in the order the courts do. First, as
Judge Easterbrook and others have argued in advocating the use of market power screens, the
antitrust laws exist only to protect competition.”” Unless a strategic alliance lessens competition in
a manner likely to have substantially adverse consumer welfare effects, there is no reason for the
government to intervene, especially given the potentially chilling effects that such intervention
(whether actual or threatened) may have on the very thing being protected -- competition. As Judge
Bork explained in Rothery, “if the contracting parties by eliminating competition among themselves
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are not attempting to restrict industry output, then their agreement must be designed to make the
conduct of their business more effective. No third possibility suggests itself.”*’

A second reason, which does not require that one be an adherent to the Chicago
School or take a narrow view of antitrust's role, is that the inquiry into the actual effect on
competition and the structure of the market serves to inform the inquiry into the alleged
justifications for the conduct. NCAA illustrates this point nicely. In it, the Supreme Court
repeatedly returned to the finding that the restraint at issue had reduced output and raised price in
rejecting the efficiency justifications proffered for that restraint. As the Court explained, “If the
NCAA's television plan produced procompetitive efficiencies, the plan would increase output and
reduce the price of televised games. The District Court's contrary findings accordingly undermine
petitioner's position.”'!

A final reason derives from the first question asked prior to engaging in rule of reason
analysis. The question that determines whether an agreement is per se unlawful or is instead subject
to the rule of reason is whether the agreement is, in the Acting AAG’s words, “unadorned” or, in
the more customary antitrust jargon, “naked.” This inquiry requires determining whether there is
any plausible procompetitive rationale for the conduct at issue. If not, and if the conduct directly
limits competition between the parties, it is per se unlawful. After finding that the restraint has a
plausible procompetitive justification and proceeding to analysis under the rule of reason, it is far
more logical for the next inquiry to be the actual or likely effect of the alleged restraint on price and
output, rather than a more detailed inquiry into the very issue just examined without having even
looked at the actual or likely effect on competition.

Taking the courts' approach of first looking at the likely effect on competition in a
rule of reason case does not doom the agencies and the courts to doing a full-blown rule of reason
analysis in every case. As the late Phillip Areeda observed, and as both NCAA4 and Indiana
Federation illustrate, there are many cases in which the adverse effect on competition will be
obvious and the analysis can be done “in the twinkling of an eye.””* Conversely, there will be cases,
like Rothery, where the absence of an anticompetitive effect will likewise be obvious. Indeed, the
use of market power screens to create safe harbors in the joint Health Care and Intellectual Property
guidelines reflects the agencies' acceptance of this reality. Likewise, there will be cases where the
validity of the proffered procompetitive justifications can be determined quite easily, NCAA being
a perfect example.

It is important to remember that there is a significant interplay between the likely
anticompetitive effects and the degree of scrutiny to which any proffered efficiency justifications
should be subjected. Ifthe agencies subject all agreements to the same degree of scrutiny regardless
of the anticompetitive effects, there is too great a danger that fear of antitrust prosecution will chill
procompetitive collaborations among competitors. This very concern led Congress to enact the
National Cooperative Research and Production Act, assuring full-blown rule of reason treatment of
research and production joint ventures. For this reason, where there is no realistic danger to
competition, proffered procompetitive justifications should, as Judge Aldrich wrote of judicial
review under the Tunney Act, be examined “with a reducing glass rather than a microscope.”*
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Fornumerous reasons, the Acting AAG’s approach is particularly inappropriate when
applied to strategic alliances. As the Canadian government has recognized, “strategic alliances
should generally lead to positive innovation and efficiency gains without accompanying negative
effects on competition.”** Only where parties to an alliance collectively have market power or
where the alliance may facilitate collusion among the parties outside the alliance itself will alliances
begin to pose anticompetitive risks.*> That being the case, the agencies should not require the parties
to prove procompetitive benefits with certainty unless there are demonstrable anticompetitive
dangers.

B. The Need for Antitrust Guidelines

Clear antitrust guidelines for strategic alliances would be helpful to guide firms
seeking business relationships that will allow them to become or remain competitive in the new
global economy. The health care guidelines and the intellectual property guidelines discuss many
of the same issues useful in analyzing strategic alliances, but their focus is too narrow to provide
general guidelines for strategic alliances and joint ventures. In developing general joint venture and
strategic alliance guidelines, the agencies should use the 1988 International Operations guidelines
as a model.”® Those guidelines set forth a coherent and sensible framework for evaluating joint
ventures under the antitrust laws.

In developing guidelines, the Commission should continue making use of safe harbor
provisions similar to those adopted in the merger, health care, and intellectual property guidelines,
and those included in the EC block exemptions for specialization agreements and research and
development joint ventures.””  Safe harbors presume that agreements between firms whose
collective market share falls below a certain threshold level will not pose significant anticompetitive
risks. Judge Easterbrook stated the rationale behind safe harbors best when he observed that, “Firms
that lack power cannot injure competition no matter how hard they try.”*®* A market share safe
harbor provision will save costly litigation expenses and allow small firms to collaborate and
become more competitive, without fear of antitrust liability.

Given the degree of overlap between the terms, any guidelines should cover strategic
alliances, as well as joint ventures. There should be separate sections on full-function joint ventures,
minority equity investments, research and development alliances, production joint ventures and
specialization agreements, joint purchasing, joint marketing (including co-branding and co-
promotion), and exclusive supply arrangements. Licensing arrangements are already well-covered
in the Intellectual Property Guidelines and probably need not be addressed separately in any joint
venture guidelines.

The guidelines should also address under what circumstances a joint venture or
strategic alliance will be treated as a single entity for purposes of Copperweld.** With respect to this
very difficult issue, I would urge the agencies to consider the approach taken by the late Phillip
Areeda, who argued that a well-considered decision approving the creation of a joint venture
necessarily expresses approval of all that is inherent and reasonably necessary to it.*” Under this
approach, the venture’s operations, including buying and selling, that do not directly involve
competition among the parents should be governed by section 2 standards, with section 1 being
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reserved for the formation of the venture and any restraints on the members’ conduct outside the
venture.*' An alternative approach worthy of consideration is that taken by the Seventh Circuit in
a recent opinion by Judge Easterbrook in Chicago Professional Sports Ltd. Partnership v. NBA.*”
There, the Seventh Circuit adopted a “functional” test under which the application of section 1
depends on whether the conduct at issue “deprive[d] the marketplace of the independent centers of
decisionmaking that competition assumes.” Under this approach, a joint venture might act as a
single entity for some purposes but not others.

V. Conclusion

As the discussion indicates, developing comprehensive guidelines for joint ventures and
strategic alliances is a critical, but daunting task. It is important that the agencies continue to
involve the private bar and business community, both of which have extensive experience in these
areas. There hearings are a useful first step, and I thank you for being given an opportunity to
participate.
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